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Report of Independent Registered Public Accounting Firm 

To the Board of Directors and Stockholders of 
Broadview Networks Holdings, Inc. and Subsidiaries 

We have audited the accompanying consolidated balance sheets of Broadview Networks 
Holdings, Inc. and Subsidiaries (the "Company") as of December 31: 2006 and 2005 
(Successor Company) and the related consolidated statements of operations. stockholders' 
equity (deficiency) and cash flows for the years ended December 31,2006 and 2005, for the 
period from March 1 ,  2004 to December 3 1 2004 (Successor Company) and for the period 
from January I ,  2004 to February 29: 2004 (Predecessor Company). These financial 
statements are the responsibility of the Company's management. Our responsibility is to 
express an opinion on these financial statements based on our audits. 

We conducted our audits in accordance with the standards of the Public Company 
Accounting Oversight Board (United States). Those standards require that we plan and 
perform the audit to obtain reasonable assurance about whether the financial statements are 
free of material misstatement. We were not engaged to perform an audit of the Company's 
internal control over financial reporting. Our audits included consideration of internal control 
over financial reporting as a basis for designing audit procedures that are appropriate in the 
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the 
Company's internal control over financial reporting. Accordingly, we express no such 
opinion. An audit also includes examining, on a test basis, evidence supporting the amounts 
and disclosures in the financial statements, assessing the accounting principles used and 
signiticant estiinates made by management: and evaluating the overall financial statement 
presentation. We believe that our audits provide a reasonable basis for our opinion. 

In our opinion, the financial statements referred to above present fairly, in all material 
respects. the consolidated financial position of Broadview Networks Holdings, Inc. and 
Subsidiaries at December 31. 2006 and 2005 (Successor Company) and the consolidated 
results of its operations and its cash flows for the years ended Dcccinber 3 I ,  2006 and 2005. 
for the period from March I _  2004 to December 3 I ,  2004 (Successor Company) and for the 
period from January 1, 2001 to Fcbruary 29: 2004 (Predecessor Company), in conformity 
with US. generally accepted accounting principles. 

4s  discussed in Note 2 to the consolidated financial statements, the Company changed its 
method of accounting for stock-based compensation effective January 1 ;  2006. 

March 29, 2007 



Broadview Networks Holdings, Inc. and Subsidiaries 

Consolidated Balance Sheets 

Successor 
December 31 

2006 2005 

Assets 
Culrent assets: 

Cash and cash equivalents 
Rcstrictcd cash 
Accounts reccirablc. less allo\vmce for douhlful accounts of 

Other current assets 
$7,971 in 2006 and $6.695 in 2005 

Total current assets 
Property and equipment. ne1 
Gwdwill 
Intangible assets, net ofaccumiulaled amortization of $65;l28 

Other assets 
Total assets 

Current liabilitics: 

in 2006 and $34,672 in 2005 

es and stockholders’ equily (deficiency) 

Accounts payable 
Accrued expcnscs aid ather current liabilities 
Twes payablc 
Delemd revenues 
Cunent portion of capital lea% obligatians 
Current portion or long-tern debt 

1utd current liabilities 

Long-term dcbt 
Senior unsccurcd subardinated debt 
Defcrred rcnt payahle 
Capital Iwsr obliputions. net of c~mrmt poiiiw 
Olhcr 
Total liabilitics 

Stockholders' rrpity (deficiency): 
Common stuck-$.Ol par value: aulhol-i/.cd 90.000.000, issued and unlstanding 8.87 1,427 

iliatcs and 6,505,872 sham at Decsmhes 3 I. 2006 and 2005. rcspcctivcly 
Series A I’rdemed slock-$.Ol par \ aluc: authorized 89.526 s h e s .  drsi_enated, issiicd 

atld ootstmding 89.521 shares at Dc-ccnrbcr 3 I. 2006 and 2005 
Scrics .A-I I’irfcmd sTwk-$.Ol ~xiryiilue; aotliorircd 105,000 shares at I)cccrnher .? I .  

2006; dcsignatcd. i s w d  and outstunding 100.702 shares at Dcceinber 3 I. 2006 
Serics H I’mfcnrd sloCk--(i.O I pw VBILIC: autliorircd 93. I 80 shams. designated. isswtl 

and outstanding 92,832 shores a i  I)ecmmhrr 3 I. 2006 and 2005 
S&s B- I I’referred swch-5.01 par value: authokcd 46.000 s h m s  at December .3 I .  

2006. designated. issued and oulstandiog 42.23 I s h a m  at Drcemkr 3l.2006 
Additionill peid-in mpilal 
Accumulattcd deficit 
Dcfcnrd compcnsation 

Total stockhnldcn’ i‘quity (deiicicnq ) 
lotill liabilities and stockholden‘ equity (dcticicnw) 

See notes to consoliduted ji~~uwcid .rratenientc. 

S 43352 $ 16,753 
~ 460 

41,313 24,495 
XjU8 3.162 

94,033 44.410 

61,395 39.547 
69,632 27.964 

79.848 80.986 
13,417 4.200 

S 318,325 $ 197.113 

$ 12,684 $ 26.069 
47,506 20.015 

8,6ll4 8.238 
8,019 5,748 
3 . 0 ~ 4  2,095 

- in.nno 
79,897 72,165 

~in,onu 74.000 
- 59,862 

2,747 2-41 I 
4.685 1.247 

526 
297,855 209,685 

Ill2 66 

1 I 

1 

1 I 

~ 

~ - 
117.689 44.254 
(97.324 (55.8 I I) . .  , 

~ (1.083) 
~ O , J ~ I I  (12,572) 

$ 318,325 5 lc17.1 I3 



Broadview Networks Holdings, Inc. and Subsidiaries 

Consolidated Statements of Operations 

Revenues 

Operating expenses: 
Cost of revenues (exclusive of 
depreciation and amortization) 

Selling, general and administrative 
Deferred compensation 
Sothare development 
Depreciation and amortization 
Merger integration costs 

Total operating expenses 

(Loss) income from operations 

Other income (expense) 
Interest expense 
Interest income 
Loss before provision foi 

income taxes 

Provision for income taxes 
Net loss 

Successor Predecessor 
Ten months Two months 

Year ended Year ended ended ended 
December 31, December 31, December 31, Februaw 29, 

2006 2005 2004 2004 
(In thousandsj 

$272,653 $240,396 $ 72,826 $1 3,631 

130,841 115,214 36,105 

754 673 308 

49,781 45,756 8,554 
1,430 4,53 1 2,834 

289,857 261,940 78;016 

(1 7,201) (21,544) (5 ;  190) 

21 
~ (4;523) 

105,232 93,465 30.21 5 

1,819 2,301 ~ 

(25,463) i 17,842) (3;399) 
1,395 458 31 

(41,251) (38,928) (13.081) 

(262) (3.802) 
$(41:513) $(38,928) S(16,883) 

7,081 
5;363 

284 
10 

12.738 

893 

(1,001) 
(704) 

79 

(783) 

(2)  
S (785) 



Broadview Networks Holdings, Inc. and Subsidiaries 

Consolidated Statements of Stockholders' Equity (Deficiency) 

Y2,832 I 

92,831 I v z . w  I 

- ~ 92.832 I ~ 

756,216 S 8 
~ ~ 

~ ~ 



Broadview Nehvorks Holdings, Inc. and Subsidiaries 

Consolidated Statements of Stockholders' Equity (Deficiency) (continued) 

Predecessor Curnprny 

Two months ended 
February29.2004 

Shares Amuunf 

F ?07 

~ (1.351) 
~ 199 

- (55.811) ~ 116,883) 
~ (41,513) ~ (38,928) ~ (16.8833 

~ (W.3U) ~ (55.81 I) ~ (16.883) 

S 2,729 



Broadview Networks Holdings, Inc. and Subsidiaries 

Consolidated Statements of Cash Flows 

Cash flows from operating activities 
Net loss 
Adjustmcnts to RToiicile net loss to nct cah proviidcd hy (uscd in) 

operating activities: 
Depreciation 
Amortimion and wite-off ofdefend financing cos& 
t\mortiration of intangible assets 
Provision for doubtful acco~intS 
Noncash subordinated debt interest 
Amoniiation of drfcmd cotnpensalion 
Increase in fair value ofderivatives 
Defnred income taxes 
Othcr 
Change, in operating assets and liabilities: 

Restricted cash 
A C C O U ~ ~ S  rrceivahle 
I'repaid expenses and other cwrcnt assets 
rkrclred acquisition costs 
Other assets 
Accounts payable 
Acaued and other w n r n t  liabilities 
Vcfcmcd rcvcn"c 
Dcfcral rent 
Other lidbilitics 

Net cash provided hy (used in) operating actiYities 

S"CWSSW 

1 en months 
\car cndcd Year ended ended 

Uecernber31, Deeemher31, December 31, 
2u06 2005 2004 

(In ihnrmmdr) 

$ (11,513) $ (38928) $(I6 883) 

19302 
2,3383 

30,179 
4,115 
4,920 

754 

(2U8l 
(15,598) 
11,349 

x n  
336 

17.679 1.959 
1.030 809 

28.077 6;595 
.I823 1.352 
5.991 ~ 

673 308 
1762) ~ 

~ 3.790 
~ (651 

~ ~ 

(7.2433 (765) 
1.180 1.078 

~ (6.578) 
(1.30:) 39 
(6.007) 120 

(-3781 6.280 
1350) I93 
747 (12) 

Pmdeeeswor 

Two months 
ended 

Fehruary 29, 
2001 

$ (785) 

284 
162 

I69 

(1.537) 
(194) 

1.365 
21 

163 

13,296 8.151 I I ,735) (652) 

Cash flows from invrsting activities 
~ Proceeds h m  diqwsiil ofproperty and rquipmcnt - 213 - 

Cash iiciluired iii merzer - 5.991 ~ 

Acquisition. net of cash and rcestticted cash acquircd (88,787) ~ ~ 

Merger ocqnisition costs (3,635) (I0.030) ~ ~ 

Purchasc ofpropcrty and cquipmenl (23,146) (lX.915) ( 4.7 6 5 ) (I.03X) 
Pochme olprcdrcrssur shares. net of cash rcccivcd 

h n  shareholdrrs - ~ (-35,573) 
Nct cash usctl in inwsling activities (1  15,568) (20.73 I )  (10.336) ( 1.03X) 

,see noles to consolidated financial rtutenlenl.~. 



Broadview Netuorks Holdings, Inc. and Subsidiaries 

Consolidated Statements of Cash Flows (continued) 

Cash flows from financing aetiYities 
I'rccecds from capital lease financing 
Proceeds From issuance of long-term debt 
Rcpaymcnts of long-1- dcbt 
h e e d s  From issuance ofsubordinatcd debt 
Repayment of subordinated debt 
Subordinated debt cowenion fees 
Payment ofdcfemd financing Secs 
Capital contribution 
Repayments of note payable-stwkhalder 
Paymen% on capital lease obligations 
Otha 
Nct cash providcd by financing activities 

Ne( increase (devease) in cash and cmh equivalmls 

Cash and cash equiwlents at end ofperiod 

'15 .h. and rlsh rqui~illents at beginning of period 

Supplemental disclosure of cash flow information 
Cash paid <luring llir year for inle~st  

s u e c e ~ ~ o r  
Ten months 

\ear ended \car ended ended 
Drcembrr31, Dceember31, December31, 

2006 2005 2001 
(In t / ,ousan~/ 

S 1,791 
210,000 
(84,000) 
I0,0U0 

(1,531) 
(8,453) 

(972) 

- 
- 

(3367) 

Predeceawr 
Two months 

ended 
February 29, 

2001 

s 

7x9 
(5 )  

129,171 25.107 36.654 

27,199 12.827 (5,417) 
16,753 3.926 9,343 

$ 13,952 $ 16.753 $ 3.926 

$ 7.123 $ 10.584 $ 3.133 

7x4 

(906) 
10,249 

$ 9,343 

$ 542 



Broadview Networks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements 

December 3 I ,  2006 
(In thousands, except share infornzution) 

1. Organization and Description of Business 

Broadview Networks Holdings, Inc. (the "Company,"), formerly Bridgecom Holdings, Inc., 
is an integrated communications company whose primaty interests consist of its wholly- 
owned subsidiaries, Broadview Networks, Inc. rBNI"), Bridgecom Holdings, Inc. (dBH),  
and Corecomm-ATX Inc., competitive local exchange carriers. The Company also provides 
phone systems and other customer service offerings through its subsidiary, Bridgecom 
Solutions Group. Inc. (dBSG"). The Company was founded in 1996 to take advantage of the 
deregulation of the U S .  telecommunications market following the Telecommunications Act 
of 1996. The Company has one reportable segment, which provides domestic wireline 
telecommunications services consisting of local and long distance voice services, Internet, 
and data services to commercial and residential customers in the northeast United States. 

Change of Ownership 

In November 2003, BH ("Predecessor Company") entered into a merger agreement with 
MCC Capital Corp. (:'MCG"): Telecomm North Corp. (a wholly-owned snbsidiay of MCG) 
and certain stockholders of BH. The transaction closed in March 2004. Under the terms of 
the agreement, Telecoinm North Corp. acquired 100% of BH's shares, buying out all other 
stockholders. The surviving company continued to carry the name Bridgecorn Holdings, Inc. 
(Yuccessor Company") until the January 2005 merger with BNI became effective at which 
time the Company began doing business under the name Broadview Networks Holdings. Inc. 

In October 2004, the Company entered into a merger agreement with BNI and subsidiaries, 
the principal stockholders of BNI and MCC, 100% owners of BH: which closed and became 
effective in January 2005. As a result of the merger and certain related transactions, MCG 
became the owner of 60% of the voting power of the Company's capital stock and 
approximately 40% of the Company's capital stock on a fully diluted basis, excluding 
options rcscrved but not issued under the Company's employee stock incentive plan as of 
Januaty 13,2005. BH was considered to be the acquirer for accounting purposes. 

In June 2006, the Company entered into a merger agreement with ATX Communications, 
Inc. (;'ATX") and its shareholders and Leucadia National Corporation which closed and 
becamc effective in September 2006. The Company \vas considered to be the acquircr for 
accounting purposes. 



Broadview Networks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

2. Significant Accounting Policies 

Basis of Presentation 

The consolidated financial statements include the accounts of the Company and its wholly- 
owned subsidiaries. All significant intercompany transactions have been eliminated in 
consolidation. As a result of the mergers effective September 29, 2006, January 14,2005 and 
March 3, 2004, the consolidated financial statements of the Company reflect the acquisitions 
under the purchase method of accounting in accordance with the Financial Accounting 
Standards Board C'FASB'') Statement of Financial Accounting Standards (;'SFAS") No. 141, 
Bminess Ck~nihinations ("SFAS 141"). For periods following the March 3: 2004 acquisition, 
the consolidated statements of the Company are presented as "Successor." For periods 
preceding the March 3, '2004 acquisition, the consolidated financial statements are presented 
as "Predecessor." 

Revenue Recognition 

The Company's revenue is derived primarily from subscriber usage and fixed monthly 
recurring fees. Such revenue is rccognired in the month the actual services and other charges 
are provided and costs are incurred, with deferral of revenue and prepayment of those 
monthly charges that are billed in advance. Services rendered for which the customer has not 
been billed are recordcd as unbillcd rc\'cnues until the period such billings are provided. 
Cable and wiring revenues are recognized when the Company provides the services. 

llnbilled revenue includcd in accounts reccivablc represents revenue for earned services, 
which was billed in the succeeding month and totaled $5,306 and $3,681 as of December 3 I ~ 

2006 and 2005. respectively. 

Revenue from carrier interconnection and access amounting to $I5;028 and $14.843 in the 
ycars ended December 3 1 ~ 2006 and 2005: $4.706 for the ten months ended December 3 I ,  
2004 and $990 for thc two months ended Fcbruarq. 29. 2004, rcspcctively, is recognized in 
the month in which service is provided. 



Broadview Networks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

/In thousands, except .share information) 

2. Significant Accounting Policies (continued) 

Costs of Revenue 

Costs of revenue include direct costs of sales and network costs. Direct costs of sales include 
the costs incurred with telecommunication carriers to render services to customers. Network 
costs include the costs of fiber and access, points of presence, repairs and maintenance, rent 
and utilities of the telephone, internet data network, as well as salaries and related expenses of 
network personnel. Network costs are recognized during the month in which the service is 
utilized. The Company accrues for nehvork costs incurred but not billed by the carrier. 

Cash and Cash Equivalents 

The Company considers all highly liquid investments with original maturities of three 
months or less to be cash equivalents. A significant portion of cash balances are maintained 
with several high crcdit quality financial institutions, which are members of the FDIC. 

Restricted Cash 

Restricted cash rcpresenLs the balance of cash that ATX was required to set aside for the 
purpose of paying certain claims and administrative expenses. 

Accounts Receivable and Allowance for Doubtful Accounts 

Accounts receivable arc reported at their outstanding unpaid principal balances reduced by an 
allowance for doubtful accounts. The Company estimates doubtrul accounts based on 
historical bad debts: factors related to the specific customers' ability to pay, percentages of 
aged receivables and current economic trends. Allowances for doubtful accounts are recorded 
as selling, general and administrative expenses. The Company writes off accounts deemed 
uncollectible aHer efforts to collect such accounts are not successful. 



Broadview Networks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

/In thousands. excepl share information) 

2. Significant Accounting Policies (continued) 

Property and Equipment 

Property and equipment are stated at cost. Depreciation is computed using the straight-line 
method over the estimated useful lives of the assets. The estimated usetil life is three years 
for computer equipment, five years for furniture and fixtures, and seven years for network 
equipment. Leasehold improvements are amortized on a straight-line basis over the shorter of 
their estimated useful lives or the related lease term. Capitalized software costs are amortized 
on a straight-line basis over the estimated useful life, typically two years. Construction in 
progress includes amounts incurred in the Company’s expansion of its network. The amounts 
include switching and co-location equipment, switching and co-location facilities design and 
co-location fees. The Company has not capitalized interest to date since the construction 
period has been short in duration and the related imputed interest expense incurred during 
that period was insignificant. When construction of each switch or co-location facility is 
completed, the balance ofthe assets is transferred to network equipment and depreciated in 
accordance with the Company’s policy. Maintenance and repairs are expensed as incurred. 

Impairment of Long-lived Assets 

The Company accounts for the impairment of long-lived assets in accordance with the 
provisions of SFAS No. 1.14; Accoimting f;,r /he Impcrirmcnt or Diqmsal of Long-Lii.ed 
Asset.s (;’SFAS 144“). SFAS 144 requires that long-lived assets be reviewed for impairment 
whencver events or changes in circumstances indicate that the carrying amount of an asset 
may not be recoverable. The Company compares the carrying amount of the asset to the 
estimated undiscounted future cash flows expected to result from the use of the asset. If the 
carrying amount of the asset exceeds estimated expected undiscounted future cash flows, the 
Company records an impairment charge for the difference between the carrying amount of 
the assct and its fair value. 

Goodwill and Other Intangible Assets 

‘l’hc Company accounts for goodwill and other intangible assets in accordance with SFAS 
ho. 142, Goodvill trnd Other Intmxihle A.c-.veis (“SFAS 142”), whereby goodwill is not 
subject to amortization over its cstiinated useful life. Rather, goodwill i s  subject to at least an 
annual assessment f i r  impairment by applying a fair-value-based test. 



Broadview Networks Holdings: Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

On thousands. c.x-cepl .share information) 

2. Significant Accounting Policies (continued) 

Additionally, an acquired intangible asset should be separately recognized if the benefit ofthe 
intangible asset is obtained through contractual or other legal rights, or if the intangible asset 
can be sold, transferred. licensed. rented or exchanged, regardless ofthe acquirer’s intent to 
do so. 

Third Party Conversion Costs 

The Company currently capitalizes third party conversion costs incurred to provision 
customers to its network. These costs include external vendor charges. but exclude costs 
incurred internally. At January 1, 2006, the Company changed the third party conversion 
costs amortization period from hvo to four years. The Company believes that an amortization 
period of four years more properly reflects the expected life of its current customer base. The 
effect of changing this estimate in useful life was a reduction in depreciation expense of 
$2.95 I for the year ended December 3 I ,  2006. 

Debt Issuance Costs 

The costs related to the issuance of long-term debt are deferred and amortized into interest 
expense over the life of each debt issuance. 

Significant Vendor 

The Company purchases approximately 79% of its telecommunication services from one 
vendor. Accounts payable and accrued expenses in the accompanying consolidated balance 
sheets include $28,244 and $29,053 as of December 31, 2006 and 2005; respectively, due to 
this vendor. 



Broadview Networks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

(In Ihoiisand.c, e.ucepf shure information) 

2. Significant Accounting Policies (continued) 

Income Taxes 

The Company recognizes deferred income taxes using the asset and liability method of 
accounting for income taxes. Under the asset and liability method. deferred income taxes are 
recognized for differences between the financial reporting and tax bases of assets and 
liabilities at enacted statutory tax rates in effect for the years in which the differences are 
expected to reverse. The effect on deferred taxes of a change in tax rates is recognized in 
income in the period that includes the enactment date. In addition, valuation allowances are 
established when necessary to reduce deferred tax assets to the amounts expected to be 
realized. 

Stock-Based Compensation 

Effective January I ,  2006, the Company began recording compensation expense associated 
with stock options and other forms of equity compensation in accordance with SFAS 
No. 123R, Share-Bused Pqment ("SFAS 123R"), using the prospective method (as 
permitted under SFAS No. 148, Accounting,for Smck-Eu.yed Compensufion-Transition und 
Di,vclosure) to all new awards granted. modified or settled afier January 1, 2003. SFAS 123R 
eliminates the ability to account for stock-based compensation transactions using the intrinsic 
value method under Accounting Principles Board Opinion No. 25 ("APB W'), Accozinfing 
fur  Stock Issued to Enyhiyees: and instead generally requires that such transactions be 
accounted for using a fair value based method. 

A s  permitted under SFAS 123R; the Company uses the Black-Scholes-blerton ("BSM) 
option-pricing model to determine the fair value of stock-based awards. The BSM model is 
consistent with the option-pricing model the Company used to value stock-based awards 
granted prior to January 1.2006. 

Software Development Costs 

The Company capilalizes the cost of internal use sofiware in accordance with Statement of' 
Position 98-1, Acenunling for Ihe Cos[ (f Computer S(ffivurc Developed or Obtained jbr 
/ntei-nul Use ( 9 O P  98-1"). SOP 98-1 provides guidance for the accounting for computer 
software developed or acquired for internal use, including the requirement to capitalize 
certain costs and amortization of these costs. Costs for preliminary stage projects are 
expensed as incurred while application stage pro.jects are capitalized. 



Broadview Networks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

/In thoirsunds. except shure mnjormatron) 

2. Significant Accounting Policies (continued) 

The latter costs are typically internal payroll costs of employees associated with the 
development of internal use computer software. The Company commences amortization of 
the software on a straight-line basis over the estimated useful life, typically two pears, when it 
is ready for intended use. 

During the years ended December 31, 2006 and 2005, the Company capitalized 
approximately $2: I84 and $1.759 of software development costs, respectively. which are 
included in property and equipment. Amortization expense related to these assets was 
approximately $2,768 and $3,712 for the years ended December 31. 2006 and 2005, 
respectively. No software development costs were capitalized for the ten months ended 
December 31: 2004 and the two months ended February 29,2004. 

Advertising 

The Company expenses advertising costs in the period incurred and these amounts are 
included in selling: general and administrative expenses. Advertising expenses approximated 
$536 and $584 for the years ended December 31. 2006 and 2005. $54 for the ten months 
ended December 3 1 ~ 2004 and $3 for the two months ended February 29,2004, respectively. 

Disputes 

The Company accounts for disputed billings from carriers based on the estimated settlement 
amount of disputed balances. The estimate is based on a number of factors including 
historical results of prior dispute settlements with the carriers and is periodically reviewed by 
management to reassess the likelihood of success. Actual settlements may differ from 
estimated amounts (see Note 15). 

Use of Estimates 

The preparation of the consolidated financial statements in conhrmity with US. generally 
accepted accounting principles requires management to make estimates and assumptions that 
affect the reported amounts of assets and liabilities and disclosure ol' contingent assets and 



Broadview Networks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

(In thouscmds. except shave information) 

2. Significant Accounting Policies (continued) 

liabilities at the date of the consolidated financial statements and the reported amount of 
revenues and expenses during the reporting period. Management periodically reviews such 
estimates and assumptions as circumstances dictate. Actual results could differ from those 
estimates. 

Comprehensive Income 

Comprehensive income represents the change in net assets of a business enterprise during a 
period from non-owner sources. For the years ended December 3 I ,  2006 and 2005, the ten 
months ended December 31, 2004 and the two months ended February 29, 2004, the 
Company‘s net loss was the only item of other comprehensive income. 

Accounting for Derivatives and Hedging Activities 

The Company had interest rate swap derivatives for a period in 2005 and 2006. These 
derivatives were not designated as a hedge for accounting purposes. As a result, the change in 
the fair value ofthe derivatives totaling $762 for the year ended December 31. 2005 was 
recorded in expense. There was no liability on the consolidated balance sheet at December 
31; 2005 and the derivales expired during the year ended December 31, 2006 with no effect 
on the consolidated statement of operations. The Company has no outstanding derivative 
transactions at December 3 I. 2006. 

3. Recent Accounting Pronouncements 

Uncertainty in Income Taxes 

In July 2006, the FASB issued Interpretation No. 48, Accozrnlingfor C’ncertain/p in Income 
Tmes (“FIN 48”). FIN 48 requires the use of a two-step approach for recognizing and 
measuring tax benefits taken or expected to be taken in a tax return and disclosures regarding 
uncertainties in income tax positions. The Company is required to adopt FIN 48 effective 
January I :  2007. The cumulative cffect of initially adopting FIN 48 will be recorded as an 
adjustment to opening retained earnings in the year of adoption and will be presented 
separately. Only tax positions that meet the more likely than not recognition threshold at the 
effective date may be recognized upon adoption of FIN 48. The Company is currently 
evaluating the impact of FIN 48 and does not expect the adoption as of January I .  2007 to 
have a material impact on its consolidated financial position or results ofoperations. 

15 



Broadview Networks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

(In thousands. except share infbrmation) 

3. Recent Accounting Pronouncements (Continued) 

Fair Value Measurements 

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, 
Fair Vulue A4ea.surerneizl (;‘SFAS 157”). SFAS 157 defines fair value: establishes a 
framework for measuring fair value in accounting principles generally accepted in the United 
States and establishes a hierarchy that categorizes and prioritizes the sources to be used to 
estimate fair value and expands disclosure about fair value measurements. The Company is 
required to adopt SFAS 157 effective January 1, 2008 on a prospective basis. The Company 
is currently evaluating the impact this new standard will have on its consolidated financial 
position and results of operations. 

4. Acquisitions and Merger Agreements 

2006 Acqui.sition 

On June 26. 2006, the Company entered into a stock purchase agreement with ATX and its 
shareholders in a transaction that closed on September 29, 2006 (the “2006 Merger”). 
Accordingly, the results of ATX are included in these consolidated financial statements 
beginning September 30, 2006. ATX is a facilities-based competitive communications 
provider operating in the mid-Atlantic Region states including Pennsylvania: New Jersey. 
ilelaware. Maryland and the District of Columbia. 

The Company purchased all of the outstanding capital stock of ATX for net aggregate cash 
consideration of approximately 1688,787. The total purchase consideration has been allocated 
to the assets acquired and liabilities assumed based on their respective fair value as of 
September 30, 2006. The liabilities included in the acquisition cost allocation for exit 
activities included severance costs for terminated ATX executives and employees affected by 
the merger. These liabilities were accounted for in accordance with Emerging issues Task 
Force (‘WTF‘’) 95-3: h‘ecognirion of f,iabilitie.s in Connection with (I Purchase Bir.siness 
C‘imhiimrion (;‘EITF 95-37  The balance of such liabilities was approximately $1,810 as of 
Ilecemher 31,2006 and is expected 10 be paid in 2007. 
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1. Acquisitions and Merger Agreements (continued) 

The purchase price of the transaction as determined with the assistance of a third part, 
appraisal was allocated as follows: 

Assets acquired: 
Cash and cash equivalents 
Restricted cash 
Accounts receivable 
Other current assets 
Property and equipment 
Goodwill 
Customer-based intangibles 
Other intangibles 
Other non-current assets 

Total assets acquired 

Liabilities assumed: 
Current liabilities 
Other liabilities 

Total liabilities assumed 

$ 10.646 
1.508 

19.441 
3,817 

17.607 
38,033 
21.412 

7.909 
1.811 

122.184 

20.732 
5 1 1  

2 I .243 

Net assets acquired $ 100:941 

The following unaudited pro forma financial information was prepared in accordance with 
SFAS 141 and assumes the acquisition had occurred at the beginning of the periods 
presented. The unaudited pro forma information is  provided for informational purposes only. 
These pro forma results are based upon the respective historical financial statements of the 
respective companies, and do not incorporate, nor do they assume, any benefits from cost 
savings or synergies of operations of the combined company. The pro forma results of 
operations do not necessarily reflect the results that ~vould have occurred had the acquisition 
occurred at the beginning orthe periods presented or the results that may occur in the future. 
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4. Acquisitions and Merger Agreements (continued) 

The pro forma combined results are as follows: 

Revenues 
Net loss 

Year ended Year ended 
December 31, December 31, 

2006 2005 

$ 391,640 $ 402,403 
(48347) (44.446) 

Included in the consolidated statements of operations for the year ended December 31, 2006 
are merger integration costs of approximately $862 of severance costs and consulting fees for 
Broadview employees. 

2005 Merger 

In  October 2004, BH entered into a merger agreement with BNI that became effectivc 
January 14, 2005 (the "2005 Merger") and, accordingly. the results of BNI are included in 
these consolidated financial statements beginning January 14; 2005. The 2005 merger was 
effectuated by way of a stock for stock exchange whereby holders ofthe capital stock of BH 
and BNI each exchanged their capital stock for certain newly issued common and preferred 
shares of the Company. BI I was considered the acquirer for accounting purposes. The total 
purchase consideration has bcen allocated to the assets acquired and liabilities assumed based 
on their respective fair value as of January I ,  2005. There is no resulting goodwill that is 
expected to be deductible for tax purposes. The liabilities includcd in the acquisition cost 
allocation for exit activities included severance costs for terminated BNI executi\>es and 
employees affected by the merger and certain leasc termination costs related to leases 
terminated due to the merger. Thcsc liabilities w'ere accounted fbr in accordance with CITF 
95-3. The balance of such liabilities was $802 and $1,795 as of December 31, 2006 and 
2005, respectively, and primarily consists of lease termination costs to be paid through 20 10. 

I8  
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4. Acquisitions and Merger Agreements (continued) 

The purchase price of the transaction as detennined with the assistance of a third party 
appraisal was allocated as follon s: 

Assets acquired 
Cash and cash equivalents 
Accounts receivable 
Other current assets 
Property and equipment 
Customer-based intangibles 
Goodwill 
Other 

Total assets acquired 

Liabilities assumed: 
Current liabilities 
Long-term debt 
Other long term liabilities 

Total liabilities assumed 

$ 7.991 
14,915 
3,335 

29,225 
84,000 
19,842 

985 
160,293 

56,893 
87.870 
3,745 

148,508 

Net assets acquired $ 11.785 

The following unaudited pro forma financial information was prepared in accordance with 
SFAS 141 and assumes thc acquisition had occurrcd at the bcginning of the periods 
presented. The unaudited pro forma information is provided for intbrmational purposes only. 
These pro forma results are based upon the respective historical financial statements of the 
respective companies, and do not incorporate, nor do they  assume^ any benefits from cost 
savings or synergies of operations of the combined company. The pro forma results of 
operations do not necessarily retlect the results that would have occurred had the acquisition 
occurred at the beginning ofthe periods presented or the results that may occur in the future. 
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4. Acquisitions and Merger Agreements (continued) 

The pro forma combined results are as follows: 

Ten months Two months 
Year ended ended ended 

December 31, December 31, February 29, 
2005 2004 2004 

Revenues $ 245,771 $ 202,967 $ 40.425 
Net loss (45,588) (42,717) (3,401 j 

Included in the consolidated statements o f  operations for the year ended December 3 1, 2005 
are merger integration costs o f  approximately $2,601 o f  network shutdown costs incurred to 
shut down components of the Bridgecom network and to migrate customers to BNI’s 
network and approximately $1,265 o f  severance costs and consulting fees related to 
Bridgecom employees. 

2004 Merger 

In November 2003. B11 cntcred into a mcrger agrccincnt with MCG: I‘clecomm North Corp. 
(a wholly-owned subsidiary of MCG) and certain stockholdcrs o f  HI I in a transaction that 
closed in March 2004 (the “2004 Merger”). Under the lerms of the agreement, Telecornrn 
North Corp. acquired 100% of BH‘s shares. The total purchase consideration has been 
allocated to the assets acquired and liabilities assumed based on their respective fair values as 
of Fcbruary 29. 2004. Such allocation resulted in intangible assets of $39,697, including 
goodwill o f  $8,379. The current assets as of February 29. 2004 approximated $21,567; the 
current liabilities $ I3:5 I 8  and the fixed asscts $6,280. 

Historically, MCG was the Predecessor Company’s primary lendcr and continued to he so 
after the merger. M C G  charged the Company advisory fees and certain closing costs in 
con.junction with this transaction and certain management fees subsequent to it. Amounts 
expensed rclated to these and other ongoing services and transactions with M C G  amounted 
to approximately $325 for the ten months ended December 31. 2004 and $10 for the two 
months ended February 29: 2004, respectively, and are includcd in mcrger integration costs 
in the consolidated statements o f  operations. Also included in merger integration costs for the 
ten months ended December 31, 2004 are $2.509 of cniploycc related bonus payments 
incurred in connection with the mcrgcr paid to certain key employees ofthe Company. 
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5. Other Assets 

Other current assets consist of the following at December 3 I :  

Deferred carrier charges 
Prepaid expenses 
Other 
Total other current assets 

2006 2005 

$ 3,021 $ 1,355 
2.729 1.068 
2;558 739 

$ 8,308 $ 3,162 

Other non-current assets consist ofthe following at December 3 1 : 

2006 2005 

Deferred financing costs $ 9,648 $ 2,119 
Lease security and carrier dcoosits 2,017 2.075 
Other 
Total other non-current assets 

1,752 12 
$ 13,417 $ 4.206 

Amortization of deferred financing costs amounted lo approximately $ I >  173 and $1,030 for 
the years ended December 3 I ,  2006 and 2005: $809 for the ten months ended December 3 1 .  
2004 and $162 forthe two months ended Fcbruary 29. 2004. respectively. 

6. Property and Equipment 

Property and equipment, at cost, consisls orthe following at December 31: 

2006 2005 

Network equipment $ 65,018 $ 33.116 
Computer and ofticc equipment 16,794 14,297 
Capitalized software costs 8,639 6,456 
Furniture and fixtures and other 8,084 5,589 
Leasehold improvements 4,661 2,571 

103,196 62:035 
Less accumulated depreciation and amortization (41,801) (22,488) 

$ 61,395 $ 39.547 
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6. Property and Equipment (continued) 

Property and equipment includes amounts acquired under capital leases of approximately 
$9,655 and $2,684, respectivel}. net of accumulated depreciation and amortization of 
approximately $1,429 and $1.808, respectibely. at December 31,2006 and 2005. 

7. Identifiable Intangible Assets and Goodwill 

The Company accounts for intangible assets under SFAS 142. The Company’s intangible 
assets. consisting primarily of its customer base and trademark, were valued as follows: 

Czrstonier Relu~ionshys: The Company‘s customer base is composed of subscribers to the 
Company’s various telecoinrnuiiications services. The multi-period excess earnings method, 
a variant ofthe income approach; was utilized to value the customer base intangibles. 

The customer relationship intangible is amortized over the average expected life of the 
customer relationship of four bears based on the Company’s historical disconnect statistics. 
The unamortized balances are evaluated for potential impairment based on future estimated 
cash flows mhen an impairment indicator is present. 

Tmdemark: The Company’s trademark was valued using a variant of the income approach; 
referred to as the relieffroin royalty method. 

The Company has assumcd thc trademark intangible will generate cash flows for the 
Company for an indefinite period of time. Accordingly, no amortization expense has been 
recorded for this intangible. This intangible will be evaluated periodically to determine 
whether events and circuinstances continue to support an indefinite useful life and will be 
tested at least annually for impairment 

Amortization of intangible assets for thc years ended December 31, 2006 and 2005, the ten 
inonths ended December 3 I .  200-1 and the two months ended February 29,2004 amounted to 
$30.479, $28,077, $6,595 and $0. respectively. 



Broadview Nehvorks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

(In Ihousuno's, except shure informutionj 

7. Identifiable Intangible Assets and Goodwill (continued) 

Future projected amortization expense is as follows: 

Year ending December 3 1 : 
2007 
2008 
2009 
2010 

The components of intangible assets at December 3 1 are as follows: 

$ 34,949 
27,657 
6,227 
4,015 

$ 72,848 

2006 200s 

Customer base 
Trademarks 
Other 

$ 137,067 $ 115:658 
7,000 - 

~ 909 
Less accumulated ainortiration (65,128) (34.672) 
Net intangible assets $ 79,848 $ 80:986 

Changes in the carping aiiiount ofgoodwill are as follows: 

Balance at December 3 I .  2004 
Effects of 2005 merger 

Balance at Dccember 3 I ,  2005 
Effects of 2006 acquisition 

Balance at December 3 I ,  2006 

$ 8.379 
19.585 
27.964 
41,668 

$ 69;632 
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8. Accrued Expenses and Other Current Liabilities 

Accrued expenses and other current liabilities consist ofthe following at December 31: 

2006 2005 

Recurring network costs and other operating accruals $ 14,211 $ 4:630 
Unbilled carrier and disputed charges 15,186 &659 
Accrued interest 8,615 26 
Merger transaction fees 2,999 2,761 
Payroll related liabilities 6,320 3;s 13 
Ocher 175 126 
Total accrued expenses and other current liabilities $ 47,506 $ 20,015 

Recurring network costs and other operating accruals are primarily costs of revenue amounts 
that have been incurred in a current service period hut for which the Company has not yet 
been billed. Unbilled carrier and disputed charges are amounts that the Company has accrued 
for either estimated settlements of disputed charges or anticipated charges that have not been 
billed for various reasons. 

Accrued interest for the year ended December 3 I ,  2006 represents amounts due on the 
Company’s Senior Secured $210,000 Notes (see Note 10). Payroll related liabilities include 
amounts accrued in thc iionnal course o f  busincss at month-end for payroll incurred hut not 
yet paid plus any payroll actions accrued at management’s discretion. 

9. Obligations Under Capital and Operating Leases 

Cupitul Leuses 

In March 2006. the Company entered into a capital lease fdcility, as amended in October 
2006, with a third party that allows the Company to finance the acquisition o f  up to $12,500, 
or as otherwise limited by our indenture (see Note 10): ofnetwork related equipment through 
December 3 I ,  2007. The Company is obligated to repay the borrowings in thirteen quarterly 
installments. At the end of thc final instalhncnt period, thc Company has the option of 
rcnciving, returning or purchasing the equipment at a mutually agreed tiir value which is no1 
lo exceed 18% of original equipment cost. The company had borrowings of $6,226 
outstanding on this facility at December 31, 2006. 
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9. Obligations Under Capital and Operating Leases (continued) 

The future minimum lease paqments under all capital leases at December 31, 2006 are as 
follows: 

Year ending December 3 1 : 
2007 
2008 
2009 
2010 

Less amounts representing interest 

$ 4,099 
2,795 
2,542 

84 1 
10,277 
(2;508) 
7,769 

Less current portion (3;084) 
Capital lease obligations, net of current portion $ 4,685 

Amortization of capital leases is included in depreciation and amortization expense in the 
consolidated statements of operations. 

Oprruting Leuses 

The Company rents oftice space and equipment under various operating leases. The future 
minimum lease payments under operating leases at Uecembcr 3 I: 2006 are as follows: 

Year ending Dcccmber 31: 
2007 
2008 
2009 
2010 
201 I 

Thereafter 
Iota1 minimum lease paqments 

$ 10.096 
8.781 
8.320 
7.851 
4.355 
8,158 

$ 47,561 
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9. Obligations Under Capital and Operating Leases (continued) 

Future minimum lease payments are net of sublease rentals as follo\h.s: 

Year ending December 3 I : 
2007 
2008 
2009 
2010 
201 I 

Total sublease rentals 

$ 671 
679 
688 
602 
27 

$ 2.667 

Total rent expenses under these operating leases: including escalation charges for real estate 
taxes and other expenses. amounted to approximately $7,703 and $7,094 for the years ended 
December 3 I ,  2006 and 2005: $1,588 for the ten months ended December 3 I 2004 and $366 
for the two months ended February 29,2004, net of approximately $284. $438. $4 and $8 of 
sublease rental income, respectively. Rent expense is charged to operations ratably over the 
terms ofthe leases, which results in deferred rent payable. 

10. Debt 

Senior Secured 5210,000 Notes 

On August 23, 2006, the Company issued $210,000 principal amount of 11 318% Senior 
Secured Notes due 2012 (the “Senior Secured Notes”). The net proceeds from the Senior 
Secured Notes were used to fiind the ATX acquisition, repay indebtedness under the 
Company’s senior secured credit facility and senior unsecurcd subordinated notes due 2009, 
and for general corporate purposes. The Company is required to pay cash interest on the 
principal amount of the notes at a rate of 1 1 3/8% per annum_ which is due semi-annually on 
March I and September 1 of each year; commencing on March I .  2007. The Senior Secured 
Notes mature on September 1, 2012. The notes are fully: tinconditionally and irrevocably 
guaranteed on a senior secured basis. jointly and severally, by each of the Company‘s 
existing and future domestic restricted subsidiaries. The notes and the guarantees rank senior 
in right of payment to all existing and future subordinated indebtedness of the Company and 
its subsidiarj guarantors, as applicable; and equal in right of payment with all existing and 
futurc senior indebtedness of the Company and ofsuch subsidiaries. 
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10. Debt (continued) 

The notes and the guarantees are secured by a lien on substantially all of the Company’s 
assets provided, however, that pursuant to the tenns of an intercreditor agreement, the 
security interest in those assets consisting of receivables, inventory, deposit accounts; 
securities accounts and certain other assets that secure the notes and the guarantees are 
contractually subordinated to a lien thereon that secures the Company’s five-year senior 
revolving credit facility with an aggregate principal amount of $25,000 (the “Revolving 
Credit Facility”) and certain other permitted indebtedness. 

On or after September 1; 2009, the Company may redeem some or all of the notes at the 
following redemption prices, expressed as percentages of the aggregate principal amount 
thereof, plus accrued and unpaid interest to the date of redemption. Prior to September I ,  
2009, (i) the Company may redeem up to 35% of the aggregate principal amount of the notes 
with the net proceeds of certain equity offerings at I 1 I .375% of the aggregate principal 
amount thereof. plus accrued and unpaid interest to the date of redemption provided that, 
following the redemption? at least 65% of the aggregate principal amount of the notes 
originally issued under the indenture remains outstanding and (ii) the Company may redeem 
the notes; in whole or in part, at a make-whole redemption price set forth herein, plus accrued 
and unpaid interest to the date of redemption. In addition, the Company may, at its option 
upon a change of control, redeem all, but not less than all_ of the notes at any time prior to 
September I ,  2009, at 11 1.375% oftheir principal amount, plus accrued and unpaid interest 
to the redemption dale. 

I f  the Company experiences a change of control, the holders of the notes will have the right 
Lo require the Company to purchase their notes at 101% of the aggregate principal amount 
thereof, plus accrued and unpaid interest to the date of repurchase. 

The Indenture contains covenants limiting the Company’s ability to, among other things: 
incur or guarantee additional indebtedness or issue certain preferred stock: pay dividends: 
redeem or purchase equity interests; redeem or purchase subordinated debt; make certain 
acquisitions or investments: create liens; enter into transactions with affiliates; merge or 
consolidate: make certain restricted payments: and transfer or sell assets, including equity 
interests of existing and future restricted subsidiaries. The Company was in compliance with 
all covenants at December 3 I, 2006. 
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10. Debt (continued) 

Revolving $25,000 Senior Credit FuUciliQ 

On August 23.2006, the Company entered into a five year, Revolving $25:000 Senior Credit 
Facility (“Revolving Credit Facility”). Any outstanding amounts under this facility are 
subject to a borrowing base limitation based on an advance rate of 85% of the amount of 
eligible receivables, as defined. The loans bear interest on a base rate method or LIBOR 
method: in each case plus an applicable margin percentage, at the option of the Company. 
Interest on the LIBOR loans is paid on a monthly or quarterly basis, and interest on the base 
rate loans is paid on a quarterly basis. The Company did not have any borrowings 
outstanding on the Revolving Credit Facility at December 3 1, 2006. 

The Revolving Credit Facility also has a sublimit of $9,000 for the issuance of letters of 
credit. On the consummation of the ATX acquisition in August 2006, $7,802 of letters of 
credit were issued in lieu of vendor security deposits. Such amount was outstanding at 
December 3 I ,  2006. 

Indebtedness under the Revolving Credit Facility is guaranteed by all of the Company‘s 
direct and indirect subsidiaries that are not borrowers thereunder and is secured by a security 
interest in all ofthe Company‘s and its subsidiaries’ tangible and intangible assets. 

The Revolving Credit Facility contains negative covenants and restrictions on the Company’s 
assets and the Company’s subsidiaries’ actions. including, without limitation, incurrence of 
additional indebtedness, restrictions on dividends and other restricted payments. prepayments 
of debt. liens, sale-leaseback transactions, loans and investments, hedging arrangements. 
mergers, transactions with affiliates, changes in business and restrictions on the Company’s 
ability to amend the indenture and terms ofthe Company’s subordinated debt. 

The fair value ofthe Senior Secured Notes and the Revolving Credit Facility approximates 
their carrying value. Certain of the Company’s assets have been pledged to the above 
creditors pursuant to the debt agreements. Each of the Company‘s subsidiaries has 
guaranteed the outstanding debt. The parent company of these subsidiaries has no 
independent assets or operations and the guarantees are full and unconditional and joint and 
several. 



Broadview Networks Holdings, Inc. and Subsidiaries 

Notes to Consolidated Financial Statements (continued) 

(In rhousanh, except share inforimtion) 

10. Debt (continued) 

Senior Credit Fa&@ 

Upon the closing ofthe 2005 Merger efTective January 14,2005, the Company amended and 
restated its Loan and Security Agreement, dated as of October 10. 2000, among the 
Company. its subsidiaries, NTFC Capital Corporation as Administrative Agent, Wachovia 
Bank, National Association as S) ndication Agent and Communication Ventures Corporation 
(the “Senior Credit Facilit)”). 

The Company was required to pay interest in arrears, Nith varying interest rates on amounts 
of indebtedness. on each applicable interest payment date. The Senior Credit Facility 
contained financial and non-financial covenants. 

On August 23,2006, upon the completion of the Company’s offering of the Senior Secured 
Notes, the Company repaid in full the then outstanding balance of $79,000 on the Senior 
Credit Facility. 

Senior Subordinated Debt 

In connection with the 2005 Merger, the Company entered into a note purchase agreement 
with MCG and the other existing equity holders whereby the Company issued senior 
unsecured subordinated notes (“Subordinated Debf’) due 2009. In June 2005, the Company 
issued additional subordinated notes to those equity holders on terms identical to the existing 
senior subordinated debt. In general, the terms of the senior subordinated debt include an 
interest rate of 12% until December 31; 2008 at which point it increases to 15% until the 
stated maturity date of December 3 I: 2009. 

In July 2006, the Company amended the note purchase agreement and issued an additional 
aggregate principal amount of $lO,OOO of senior unsecured subordinated notes due 2009 to 
three existing equity holders. These notes were issued on substantially the same terms as the 
senior unsecured subordinated notes due December 31,2009. 
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10. Debt (continued) 

In August 2006, in connection with the issuance ofthe Senior Secured Notes, the Company 
extinguished all outstanding Subordinated Debt, plus accrued interest. The Company 
converted $73,764 into common stock and series A-I and B-I preferred stock, and repaid the 
remaining balance of $972. The Company paid a conversion fee to all debt holders who 
converted to equity. This fee amounted to $1,531 and was recorded in interest expense. 

Interest expense on all borrowings amounted to approximately $19,625 and $15,461 for the 
years ended December 3 I ,  2006 and 2005, $2,385 for the ten months ended December 3 I ,  
2004 and $433 for the hvo months ended Februav 29,2004, respectively. 

11. Shareholders’ Equity Peficiency) 

Equity 

In July 2006, in anticipation of the acquisition of ATX and the refinancing ofthe existing 
senior unsecured subordinated notes, the Company authorized two new series of preferred 
stock, Series A-I Preferred Stock, and Series B-l Preferred Stock. At the refinancing, holders 
of the senior unsecured subordinated notes were offered the option to convert their existing 
notes into shares of either Series A-I Preferred Stock and Class A Common Stock or Series 
B-l Preferred Stock and Class A Common Stock at a conversion price per preferred share of 
$5 16.35. Each converting note holder would also receive a number of shares of Class A 
Common Stock equal to twenty-five times the number ofshares of preferred stock purchased. 
The two new series of preferred stock are pari passu with the existing Series A and Serics B 
of oreferred stock. 

As of December 31. 2006, there were 100,702 shares of Series A-1 Preferred Stock 
outstanding. Each Share of Series A-1 Preferred Stock carries a liquidation preference 
identical to the Series A Preferred Stock o f  $I,000.00 per share that increases at an annual 
rate of 12%, compounded quarterly. In order to realize a liquidation preference. the holder 
must simultaneously surrender 25 shares of common stock for each share of preferred stock 
liquidated. Each share ofSeries A-I Preferred Stock is convertible at the option ofthc holder 
into that number of common shares equal to the liquidation preference at the date of 
conversion divided by fifty dollars. 
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11. Shareholders’ Equity (Deficiency) (continued) 

As of December 31: 2006, there were 42,231 shares of Series B-1 Preferred Stock 
outstanding. Each Share of Series B-1 Preferred Stock carries a liquidation preference 
identical to the Series B Preferred Stock of $I,000.00 per share that increases at an annual 
rate of 12%, compounded quarterly. I n  order to realize a liquidation preference, the holder 
must simultaneously surrender 25 shares of common stock for each share of preferred stock 
liquidated. Each share of Series B-1 Preferred Stock is convertible at the option of the holder 
into that number of common shares equal to the liquidation preference at the date of 
conversion divided by fifty dollars. 

As ofDecember 3 I ,  2006, there were 89,521 shares of Series A Preferred Stock outstanding. 
Each share of Series A Preferred Stock carries an initial liquidation preference of $1,000 per 
share that increases at an annual rate of 12%, compounded quarterly. To realize a liquidation 
preference, the holder must simultaneously surrender 25 shares of common stock for each 
share of preferred stock liquidated. Each share of Series A Preferred Stock is convertible at 
the option of the holder into that number of common shares equal to the liquidation 
preference at the datc of conversion divided by fifty dollars. 

As of December 3 1; 2006, there were 92.832 shares of Series B Preferred Stock outstanding. 
Each share of Series B Preferred Stock carries an initial liquidation prefcrcncc ofS1;000 per 
share that increases at an annual rate of 12%, compounded quarterly. ’1.0 realize a liquidation 
preference, the holder must simultaneously surrender 25 shares of comnion stock for each 
share of preferred stock liquidated. Each share of Series B Preferred Stock is convertible at 
the option of the holder into that number of common shares equal to the liquidation 
preference at the date ofconversion divided by fifty dollars. 

As of December 3 I ,  2006, there were 8J71.427 shares ofcoininon stock outstanding. During 
2006, 1,307,770 shares of common stock held by the C:ompany’s previous senior lenders 
werc repurchased for nominal consideration, which approximated fair value. after the 
repayment ofthe Company’s senior credit facility. 
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11. Shareholders’ Equity (Deficiency) (continued) 

As a result of the 2005 Merger effective January 14,2005 and related transactions, MCG: the 
indirect controlling stockholder of BEL effectively became the owner of stock representing 
( I )  60% of the voting power of the Company’s capital stock and ( 2 )  approximately 40% of 
the Company’s capital stock on a fully diluted basis, excluding options reserved but not 
issued under the Company’s employee stock incentive plan as of January 14,2005. Pursuant 
to the 2005 Merger, MCG exchanged its 100% interest in BtI’s corporate parent for Series A 
preferred stock and Class A comnlon stock ofthe Company. 

Iinrnediately prior to the 2005 Merger, all existing series of capital stock of BNL were 
reclassified into Series B Preferred Stock and Class A common stock. 

During 2005. the Company repurchased 61 shares of Series B preferred stock and 1,522 
shares ofclass A common stock from certain shareholders for a nominal amount. 

Effective with the 2004 Merger, 336 shares of Telecomm North Corp. common stock were 
converted into 336 shares of Btl  common stock with a par value of $0.01. Additionally, 
36,000 shares of Telecomm North Corp. preferred stock were converted into 36.000 shares of  
BH preferred stock with a par value of $0.01, 

Stock options to acquire 206 shares of Series B Preferred Stock and 5,232 shares of Coininon 
Stock are outstanding under the Company’s 1997 and 2000 Stock Option Plans. 

A warrant to acquire 46 shares of Series B Preferred Stock and 1,151 shares of Common 
Stock is outstanding as ofDecember 3 I ,  2006. 
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Notes to Consolidated Financial Statements (continued) 

(In thousands, except shure information) 

12. Stock Based Compensation 

Restricted Stock Awards 

In conjunction with the 2005 Merger, the Company issued restricted stock awards that vest 
over three years at a percentage rate of 40/30/30. The awards consist of 1,900 shares of Series 
A preferred stock and 47,500 shares of Class A common stock. In 2006, an additional grant 
with the same vesting terms was provided to one of the Company‘s executives of 368 shares 
of Series A preferred stock, 383 shares of Series B preferred stock and 18,750 shares of Class 
A common stock. Under FASB Interpretation No. 44, Accoimtingfbr Certain Trunsuctions 
Involving Stock Compensation, if a company cancels or settles a fixed stock option and 
replaces that award with stock. a new measurement date would be required and additional 
compensation expense is recognized over the remaining vesting period. All of the awards 
were valued at fair market value using public company comparables, recent comparable 
transactions and discounted cash flow valuation methodologies. Total compensation expense 
associated with these awards for the years ended December 3 1,2006 and December 3 I ,  2005 
was $754 and $673, respectively. At December 3 I ,  2006, the total compensation cost related 
to nonvested awards not yet recognized is $705, of which $652 will be recognized in the year 
ended December 3 I ~ 2007 and $53 will be recognized in the year ended December 3 I I  2008. 
If prior to the time the restricted stock has vested, a participants’ employment or services, as 
applicable, terminates for any reason all vesting with respect to restricted stock shall cease 
and unvested shares ofrestricted stock shall be forfeited to the Company for no consideration 
as of the date of such termination provided, however, in the event such participant’s 
employment is terminated by the employer without cause or by the participant for good 
reason, as defined. all shares of restricted stock not previously vested shall immediately vest. 

Stock Options 

On March 3. 2004. BH adopted a stock option plan that allows the Hoard of Directors to 
grant incentives to employees and directors in the form of incentive stock options and 
nonqualified stock options. As of December 31. 2004. HH had reserved 105.320 shares of 
common stock to be issued under the Plan. 
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Notes to Consolidated Financial Statements (continued) 

12. Stock Based Compensation (continued) 

At December 31, 2004, options to purchase 29,352 shares of common stock at an exercise 
price of $0.01 per share were outstanding and were exercisable through March 2014. A 
summary of the status of the Company's options and changes during the periods is presented 
below: 

Weighted- 
Average 

Number Exercise 
of Shares Price 

Outstanding at December 3 1. 2003 102.585 6.51 
Granted 29,352 0.01 
Settled 10 I A29 4.7 I 
Canceled 
Outstanding at December 31, 2004 

1,156 
29,352 

6.51 

Cancelled January 2005 29,352 0.01 
Outstanding at December 3 I ,  2005 ~ 

In conjunction with the 2005 Merger. outstanding stock options under this plan were 
cancelled and replaced with restricted stock awards. The options granted during the ten 
months ended December 31, 2004 had exercise prices below the market value of the 
underlying common stock: therefore, compensation expense of$308, reflecting the fair value 
ofthe stock options. is included in the consolidatcd stalement of operations. For those options 
granted prior to March 3, 2004. had the Company elected to recognize compensation cost 
based on the fair value of the options granted at thc grant date, as prescribed by SFAS 123, 
the Company would have recordcd approximately $5 of compensation expense for the two 
months ended February 29.2004. 

The fair value ofeach option grant is estimated on the date of grant using the Black-Scholes- 
Merlon option pricing model with the following weighled-average assumptions used for the 
ten months ended December 3 I) 2004, the two months ended February 29,2004 and the year 
ended December 31 .  2003, respectively: expected volatility ofO% risk-free interest rates of 
4.8% to 6.7%, expected option life often years; and no expected dividends. 
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Notes to Consolidated Financial Statements (continued) 
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13. Income Taxes 

The components of the provision for income taxes from continuing operations for the year 
ended December 31, 2006 and 2005. the ten months ended December 31, 2004 and the two 
months ended Februaq 29.2004, consist of 

Successor Predecessor 
Ten months Two months 

ended ended 
December31, December 31, Decemher31, February 29, 

2006 2005 2004 2004 

Federal $ -  $ -  $ -  $ -  
State 262 - 12 2 

Current: 

Deferred - - 3,790 - 
$262 $ -  $ 3.802 $ 2  

The following table shows the principal reasons for the difference between the effective 
income tax rate and the statutorq federal income tax rate: 

Statutor) federal 
income tax rate 

State and local income 
tax, net of federal 
tax benefits 

Permanent items 
Valuation allowance 
Other 
Effective income 
tax rate 

Successor 
Ten months 

ended 
Decemher31, December31, Decemher31, 

2006 2005 2001 

34.0% 31 0"h 34 0Yo 

0.4 0.0 I .3 
0.0 0.0 0.5 

(34.4) (34.0) ( 10.7) 
0.0 0.0 I .2 

0.0% 0.0% 26.3% 

Predecessor 
Two months 

ended 
February 29, 

2004 

34.0% 

(0.2) 
(0.3) 

(33.8) 
0.0 

(0.3)?4 

Deferred taxes reflect thc net tax effects of temporary diffcrcnccs between the carrying 
amount of assets and liabilities for financial reporting purposes and the amounts used for tax 
purposes. 
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13. Income Taxes (continued) 

The components of the net deferred tax assets (liabilities) consist of the following at 
December 31,2006 and 2005: 

Accounts receivable 
Net operating loss carryforwards 
Deferred revenue 
Customer lists 
Deferred rent 
Other 
Total deferred tax assets 

Customer lists 
Trademark 
Goodwill 
Depreciation 
Total deferred tax liabilities 
Net deferred tax assets 
Valuation allowance 

December 31 
2006 2005 

$ 1,859 $ 2.343 
28,040 113.621 
3,198 2.0 12 
1,305 1.776 
1,095 - 

983 1,908 
36,180 121,660 

20,778 28.358 
~ 46 

1.117 .,.~ 
13,565 8,660 
35,506 37,018 

974 84.642 
(974) (84.612) 

$ ~ - s 

The Company completed a study in 2006 of its available net operating loss carryforwards 
("NOLs") resulting from the 2005 Merger. The utilization of these NOL carryovers is subject 
to restrictions pursuant to Section 382 of the Internal Revenue Code. As such. it was 
determined that ccrtain NOLs recorded by the Company as dererred tax assets for the year 
ended December 3 I, 2005 were limited. At December 31. 2006. the Company had net 
operating loss camlforwards totaling approximately $70,000 which expire through 2025. 

I he Company has provided a full valuation allowance against the net deferred tax asset as of 
December 31. 2006 and 2005 because manageinent does not believe it is more likely than not 
that this asset will be realixd. If the Company achieves protitability. the net deferred tax 
assets may be available to olrset future income tax liabilities. 

I .  
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14. Employee Savings and Retirement Plan 

The Company has a contributory defined contribution plan under Section 401(k) of the 
Internal Revenue Code (the :‘Code”) covering all qualified employees. Participants may elect 
to defer up to 20% of their annual compensation: subject to an annual limitation as provided 
by the Code. The Company’s matching contribution to this plan is discretionary. For the year 
ended December 31, 2006, the ten months ended December 31, 2004 and the hvo months 
ended February 29; 2004, the Company made contributions of approximately $32. $38 and 
$7, respectively, to this plan. For the year ended December 31, 2005, the company did not 
make any contributions to this plan. 

15. Commitments and Contingencies 

The Company has employment agreements with certain key executives at 
December 31: 2006. These ageements provide for base salaries and performance bonuses 
over periods ranging from one to two years. These employment agreements also provide for 
severance compensation Ihr a period of up to 12 months after termination. 

The Company has: in the ordinary course of its business, disputed certain billings from 
carriers and has recorded the estimated settlement amount of the disputed balances. The 
settlement estimate is based on various factors. including historical results of prior dispute 
settlements. The amount of such charges in dispute at December 31, 2006 was in excess of 
$43,000. The Company believes that the ultimate settlement of these disputes will he at 
amounts less than thc aniounl disputed and has accrued the estimated settlement in accounts 
payable and accrued expcnses and other current liabilities at December 31, 2006. It is 
possible that actual setllement of such disputes may differ from these estimates and the 
Company may settle at amounts greater than the estimates. 

In February 2007. the Company finalized a settlement with its major telecommunications 
supplier and paid $15.200 to extinguish approximately $39,000 of outstanding disputes. In 
connection with the settlement, in 2006 the Company recorded a reduction in costs of 
revenues of approximately $5,000. 
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15. Commitments and Contingencies (continued) 

The Company has entered into a commercial agreement with a vendor under which it 
purchases certain services that it had previously leased under the LINE-P provisions of the 
Telecommunications Act of 1996. The agreement requires certain minimum purchase 
obligations and contains fixed but escalating pricing over its term. The obligation as of 
December 3 I ,  2006 under this agreement amounts to approximately $84.000 over four years. 

The Company is involved in claims and legal actions arising in the ordinary course of 
business. Management is of the opinion that the ultimate outcome of these matters will not 
have a material adverse impact on the Company’s consolidated financial position, results of 
operations, or cash flows. 

16. Related Party Transactions 

In 2004, MCG provided certain management and administrative services to the Coinpany at 
agreed-upon rates. Management fees o f  $4,000 and $1,000 are included in other expense in 
the consolidated statements of operations for the ten months ended December 3 I .  2004 and 
the tv‘o inonths ended Februaly 29, 2004, respectively. 

17. Subsequent Event-Acquisition Agreement 

In February 2007. the Company entered into an agreement to acquire 1nfol.lighway 
Cominunicdtions Inc. (“Info1 ligliway”). InfoHighway is a provider of hosted and managed 
communications solutions in the northeastcrn United States. The Company expccts to finance 
the transaction through the issuance of additional Senior Secured Yotes. The cash portion of 
the purchase pricc plus transaction expenses will be funded from the proceeds o f a  committed 
debt financing offered to thc Company by a financial institution. The agreement is subject to 
Federal and State regulatory approvals and is expected to close in the second quarter of fiscal 
2007. 
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18. Selected Quarterly Financial Data (Unaudited) 

The following tables set forth certain consolidated statement of operations data for each of 
the quarters in 2006. This information has been derived from the Company’s quarterly 
unaudited condensed consolidated financial statements. The quarterly unaudited condensed 
consolidated financial statements have been prepared on the same basis as the audited 
consolidated financial statements included in this report and include all adjustments that the 
Company considers necessary for a fair presentation of such information. The operating 
results for any quarter do not necessarily indicate the results for any subsequent period or for 
the entire fiscal year. 

Fer thequartwended 
December 3 I, Seplomber 30, June30, hlarrh31, 

Restated Reslntrrl R a l n l d  
2006 (a) zoo6 2006 2um 

Revenues $ 96_231 $ 57,675 $59,377 S 59,369 
Operating expenses: 

Cost of revenues (exclusive of depreciation 
and amortization) 50.556 24.354 27,424 28.506 

Selling; general and administrative 35,151 23,968 22,903 23.208 

Sofhvare development 619 203 493 505 
Deoreciation and amortization ib)  15.240 11.723 11.788 11.030 

Deferred compensation I63 163 138 290 

Merger integration costs 
Total operating eapenses 

Loss from operations 
Other income lexaensei 

362 680 233 I55 
102,001 61,091 62,979 63.694 

(5,860) (3,416) 13,602) (4.3251 
~ 22 ~ 

~ 

Interest expense (7,061) (8,369) (4,818) (5.214) 
Interest income 
Loss before provision for income tmes 
Provision for income taes  
Vet loss 

467 706 96 127 
(12,434) i 11,079) I 8,3241 (9.4121 

~ (2621 ~ 

$ (12,696) S (11,079) $ (8,324) $ (9,412) 

(a) Results for the quarter include the acquisition of ATX Communications which was 
acquired on September 29,2006 (see Note 3). 

(b) Depreciation and amortization for the March 31, June 30 and September 30 periods has 
been restated to include reductions of $2.665, $1,602 and $1.199, respectively, fiom 
previously reported amounts. Accordingly, net loss was reduced by the same amounts 
for these periods. This restatement has no impact on depreciation expense or net loss for 
the year ended December -3 1,2006. 
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BEFORE THE ILLINOIS COMMERCE COMMISSION 

ss: 
STATE OF NEW YORK 1 

) 
COUNTY OF WESTCEIESTER ) 

CERTIFICATION 

I, Corey Rider, Chief Financial Officer and Assistant Secretary of Broadviav 

Networks, Inc. C‘Broadview”), am authorized to make this certification on behalf of 

Broadview. The statements concerning Broadview made in the foregoing Financial 

Statements are true, complete, and accurate to the best of my knowledge and are made in 

good faifh. 

Broadview Networks, Inc. 

By: 
Corey 
Chief Financial Officer and 
Assistant Secretary 

Subscribed and sworn to before me, in aad for the State and County named above 
this day of WvEM %CL 2007. 


